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What are the potential effects of inflation accounting?
Is FASB Statement No. 33 a step forward?
What should the next steps be?

These were the questions discussed by five investment
analysts and two accountants at an informal roundtable
conversation sponsored recently by Touche Ross & Co.
Now, in this booklet, they share their thoughts
with the public.
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ON INFLATION ACCOUNTING
Ray Perry

Bob Kay

As you gentlemen know, U.S. business enterprises
have always prepared their financial statements on
the basis of historical costs. But ever since high inflation set in, statements prepared on this basis
have been criticized for failing to show the effects
of rapidly rising prices. So now, beginning with
their 1979 annual reports, major companies must
publish supplementary financial information that
we hope will go some way toward remedying this
fault. The Financial Accounting Standards Board
(FASB) has released Statement No. 33, which requires that certain items in the historical-cost
statements be adjusted for inflation in two different
ways — in terms of constant dollars, and in terms
of current costs.
As investment analysts, you've already had a
chance to study several of the annual reports prepared under Statement No. 33. We'd like to get
your views both on inflation accounting in general
and on the specific approach taken by Statement
No. 33.
Even though the mandatory release of inflation
accounting information has only just begun in
this country, Ray and I think it's not too early to
start thinking about the obligations we might face
as reviewers, and eventually perhaps as auditors,
of this information. We'd like to know how useful
you find it, how heavily you depend on it, and
what directions you think inflation accounting
should take in the future.

THE POTENTIAL EFFECTS OF INFLATION ACCOUNTING
Peter Smith

Stanley Nabi

One thing I'm concerned about, Ray, is that inflation accounting might become another impetus for
further inflation. If everybody regularly anticipates
next year's inflation, it could become inevitable.
I think that's a real possibility, unless we use inflation accounting wisely.
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Alan Schwartz
Stanley Nabi

Alan Schwartz

Michael Sherman

I don't. Accountants don't cause inflation.
Maybe accountants don't, but inflation accounting
could. It appears to me that in Brazil, for example,
inflation accounting has probably aggravated the
inflation that they already had.
Well, without going into a long explanation, I just
don't think that inflation can be affected by any
accounting method.
There's no doubt, though, that inflation accounting
could be of great interest to the people who are
supposed to look out for the country's economic
health. As a tool in economic planning, the numbers it brings out could be very useful.

Stanley Nabi

Right. Until now, planners have been handicapped by the distortions resulting from
historical-cost accounting, because that's all they
had. [See "What Inflation Accounting Shows
About Corporate Profits and Stock Prices," p. 8.]

Alan Schwartz

Under historical-cost accounting, a portion of reported earnings is mislabeled. This portion isn't
really a profit on operations, but only an inflation
increment. Yet corporations have to pay taxes on
total reported profits, and this causes a drain on
the private sector of the economy. With inflation
accounting, the government might learn to distinguish the inflation increment from true profit, and
though I wouldn't be too optimistic, the tax code
might recognize this distinction some day.

Bob Kay

Whether or not inflation accounting ever influences the government, do you think it could influence the decisions that investors make on where
to put their money?

Michael Sherman

I doubt it, Bob. For even though earnings are overstated under historical-cost accounting, and even
though plant is underdepreciated, that has nothing
to do with the valuation of equities. Say a stock is
selling at five times reported earnings and the
company's position in the industry is secure. N o w
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you tell me that the stock price is really fifteen
times earnings under inflation accounting, and advise me to buy a 10 percent bond instead. Well, I
probably wouldn't be persuaded, because the dollar flow out of that stock, if I bought the whole
company, would still exceed the rate of return on
the bond. I wouldn't care whether it came from inflation or operations or any other factor as long as
the identifiable assets are capable of generating a
consistent or rising stream of income over the
foreseeable future.
Peter Smith

I'd argue the other side on that. I think inflation
accounting can help investors make the right decision. When all the figures are in, I suspect we'll
find a clear relationship between inflationadjusted return on investment and valuation of securities in the market. For example, take the chemical industry, where inflation-adjusted returns are
low and so is capital commitment. Compare that
with the broadcast industry, where inflationadjusted returns are high, and look at capital
commitment. Sure enough, it's high too.

Johann Gouws

I agree, Peter. For investors, the single most important question from now on will be inflation. Investors are groping — and "groping" is certainly
the right word today — for economic reality. Not
only for numbers that capture economic reality,
but for ways to translate those numbers into the
valuation of securities. Certainly the clients of our
firm have shown a lot of curiosity about inflation
accounting, and no small frustration with the limited progress we've made so far.

Alan Schwartz

Yes, there's a tremendous interest in trying to
understand what the new data mean.

Stanley Nabi

Maybe we've all been afraid that inflation accounting might make earnings look so anemic that
we'd have serious problems in making stocks attractive at almost any price. But in our research
department we've done some work on total balance sheets, and I can tell you that if you do it
comprehensively, the bottom-line figures are not
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WHAT INFLATION ACCOUNTING SHOWS ABOUT
CORPORATE PROFITS AND STOCK PRICES
Trends in corporate profits and stock prices look much rosier in nominal dollars than they do under inflation accounting, as the contrast
between Figure 1 and Figure 2 shows.
The reported profits plotted in Figures 1 and 2 are those of all nonfinancial business enterprises. Adjusted profits are estimated by reducing reported profits by amounts equal to the effect of inflation on
inventories and on property, plant and equipment. This provides an
approximation of income as determined by the current-cost method.
The Standard & Poors Composite Index for 500 stocks is used to represent the stock prices of all nonfinancial businesses.
Figure 1. Profits and Stock Prices (1972 = 100)

Source: Based on Survey of Current Business.
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Figure 1 compares the trends of reported profits (historical costs
stated in nominal dollars) and adjusted profits (current costs stated in
nominal dollars) with stock prices of the Standard & Poors 500. The
data are indexed using 1972 as the base year. Adjusted profits were
approximately 91 percent of reported profits in 1972.
As Figure 1 shows, stock prices have certainly not followed reported
profits, though until 1975 they appeared to bear some relation to adjusted profits. The most striking year in the 1972-1975 period was
1974, when reported profits reached an all-time high, but adjusted
profits and stock prices declined! Note that stock prices have stayed
below adjusted profits since 1975. There are, of course, many factors
that affect stock prices.
Figure 2 plots adjusted profits and stock prices, both stated in 1979
Continued
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1975
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Source: Based on Survey of Current Business.
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1978 1979
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from page 9.

constant dollars by using the G N P Implicit Price Deflator. Adjusted
profits (current costs stated in constant dollars) dipped dramatically in
1974, as Figure 1 also shows, but in Figure 2 we see that they were
actually lower in 1979 than in 1972, both stated in 1979 constant
dollars. In other words, the aggregate profits of nonfinancial
businesses, when fully adjusted for inflation, have not increased since
1972.
Stock prices are not compared with adjusted profits in Figure 2.
Here they are only presented in 1979 constant dollars to demonstrate
that in constant-dollar terms, they have declined from 1972 to 1979.

going to look as bad as we thought they would.
Practically any assets, if they're well maintained,
have appreciated in current-dollar terms in the last
five, ten, or twenty years.
Michael Sherman
Peter Smith
Michael Sherman

And if the bottom-line figures were bad, do you
think the market would change?
No.
Neither do I, because that fact is already discounted in the market's evaluation.

Alan Schwartz

But inflation accounting can show whether a
company's dividends are a return on capital or of
capital. A company might be paying out liquidation profits, and you'd never know it from
historical-cost financial statements. [See "Paying
Dividends Out of Capital," p. 13.]

Michael Sherman

True, but the new inflation-accounting data can
also be misleading. The financial press, for example, often leaps right to the earnings-per-share
statements and says "Why, this company can't
even cover its dividends." This is so simplistic, it
could lead you to the wrong conclusion. You still
have to combine the inflation-accounting data
with other analytical techniques if you want to
reach a sound conclusion.
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Alan Schwartz

Of course you can oversimplify it. But I think the
notion of distributable profits, as derived from
earnings determined by inflation accounting, will
become an extremely important investment point
in the future.

Johann Gouws

It's certainly our job as investment analysts to
understand how inflation affects particular companies.

Stanley Nabi

Bob Kay

Stanley Nabi

Alan Schwartz

We already prepare inflation-adjusted financial
statements on many companies in our firm's internal research, though until recently, of course,
we've had to rely entirely on estimates. The
problem is that companies will have to go a long
way in providing specific data for the bottom line
to be really meaningful.
Now that companies are providing some
inflation-adjusted information under Statement
No. 33, do you trust it?
No, because most companies are providing the
bare minimum required by regulation, and that's
not comprehensive enough to lead to valid conclusions.
No investment analyst accepts the numbers given
by a company without checking them with an outside source. For example, you don't ask a company what its timberland is worth. You find out
what somebody else's timberland next door is
worth. But I do believe that requiring companies
to provide current-cost information is a step forward. Nobody in our profession is going to take
the numbers on faith, but at least it's better than
historical-cost data alone.

THE FASB 33 EXPERIMENT
Ray Perry

Focusing now on Statement No. 33 itself, do all of
you gentlemen agree that this is a step forward?
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Johann Gouws

In some ways it's a step backward. For a long time
the standard-setting bodies of the accounting profession seemed to be narrowing the alternatives in
determining and reporting financial data. We investment analysts applauded. But Statement No.
33 allows a company the choice of different
methods in figuring the current-cost data, and requires the reporting of constant-dollar data on top
of it. The alternatives, and the opportunities for
abuse, are opening up again.

Alan Schwartz

Before Statement No. 33, companies prepared two
sets of financial statements, one for shareholders
and one for the IRS. Now they have to prepare
four: the original two, plus one in terms of current
costs and one in terms of constant dollars. This is
bound to be confusing.

Peter Smith

The constant-dollar information is worse than confusing. To determine it, all companies apply the
same index, the Consumer Price Index. But inflation affects different companies in drastically different ways. In the oil industry, for example, the
cost of the basic raw material has gone up many
times faster than general inflation, while in hightechnology industries costs have actually gone
down.

Alan Schwartz

That's right, Peter. The constant-dollar information
is useless at best. If you wanted it, you could have
calculated it yourself by going through the SEC
Form 10Ks and looking at asset acquisition programs, then applying some general inflation index
to the historical-cost statements. But nobody has
done this, which suggests that the results are not
considered meaningful.

Ray Perry

O n constant-dollar accounting, then, you're sticking by the views expressed at the public hearings
that were held before Statement No. 33 was released. None of the financial analysts there had
anything good to say about constant-dollar accounting. So let's turn now to the other set of data
required by Statement No. 33: the current-cost
data.
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PAYING DIVIDENDS OUT OF CAPITAL?
According to the current-cost disclosures made in their 1979 annual
reports, some companies have declared dividends that are greater than
their current-cost earnings per share. Four examples are shown below.
In effect, these companies appear to be liquidating themselves!
This impression may, however, be misleading, for many factors
other than current costs may affect a company's potential profitability.
For example, a company may not be able to pass cost increases
promptly along to its customers because of competition or government regulation. Most companies explain these factors in their annual
reports.

Historical-Cost Earnings per Share
Current-Cost Earnings per Share
Declared Dividend per Share

AT&T

Grumman
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Inland Steel

Pacific Power
& Light

Stanley Nabi

There's no doubt that the current-cost data are
going to be much more useful than the constantdollar data. At least it's a giant step in the right
direction.

Peter Smith

Yes, but in some cases even the current-cost data
misleads because it doesn't tell the whole story.
For example, Schlitz had a beer plant that they
were carrying on their books, in historical-cost
terms, for $175 million. O n a current-cost basis, it
would've been worth more. But when they sold
the plant to Anheuser, they only got $100 million
for it. That's what it was worth in the marketplace.
As analysts, it's our job to go out and find what assets are worth in the marketplace; and the accounting process has difficulty catching up with
that.

Michael Sherman

Industry-wide, the overvaluation or undervaluation of particular assets might be leveled out, but
even here the current-cost data alone won't always lead to the right conclusion. If you take the
steel industry and the aluminum industry and revalue the assets of both according to current-cost
methods, you can show the same degradation of
income for both industries. But the steel companies can't earn a cash return on their adjusted
assets because of competitive conditions in the industry. In the aluminum industry, on the other
hand, the entry level is so high that the companies
can go on raising prices for their product without
losing their share of market. So the aluminum
company might really be worth the adjusted value
of its plant despite the low earnings shown under
current-cost accounting, whereas the steel company might not be worth any more than the depreciated historical cost of its plant.

Bob Kay

Well, when a company does all their arithmetic
and comes out with a huge number, they're supposed to stop and ask themselves if it's overvalued. This is what AT&T has done in their annual
report. They knocked down some of their plant
because they felt it wasn't recoverable under the
present rate structure. Now, I don't know how pre-
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cise that determination was, but at least they're
making some effort to avoid these overvaluations.
Johann Gouws

There's also the problem of adjusting the numbers
for technology change. In the chemical industry,
for example, technological improvements
probably reduce costs by about 4 percent a year.
How do you bring that into the current-cost calculation?

Bob Kay

First, how do you figure a percentage for technology improvement? Is there some way of translating
it into a reduction in capital cost per unit of output, or something like that?

Alan Schwartz

You have to consider not only the capital cost but
also the savings in labor and energy that result
from technological improvements. In industries
based on newer technologies, cost reductions
come from several different factors. The faster the
pace of technological change in an industry, the
less relevant current-cost results become.

Ray Perry

One of the most controversial features of Statement No. 33 is the requirement that companies
report the purchasing-power gain of holding net
debt. This gain is not included in earnings from
continuing operations but shown separately. Exxon, however, has added the purchasing power
gain to income from continuing operations and
labeled the total "adjusted income." Do you agree
that this gain is part of income?

Michael Sherman

A company that borrows agressively in times of inflation would be more profitable anyway. This
would show up in earnings from continuing operations, so why add more to it?

Alan Schwartz

Good point, Mike. In fact, I wonder if some
amount shouldn't be subtracted from income. As I
understand it, the spirit of current-cost accounting
is to match the current cost of using an asset with
the current return from that asset. Now, capital is
an asset just like plant and equipment. If you have
a plant that you built in the past, or if you're using
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some capital that you borrowed in the past, and in
the meantime inflation has increased the cost of
building an equivalent plant or of borrowing the
same amount of capital, then the reported cost of
using that asset, whether it's plant or capital, is a
historical cost. The current cost would be higher.
Under Statement No. 33, you're now required to
adjust the historical cost of plant to the current
cost, and subtract the difference from earnings. So
in the same spirit, why not subtract the difference
between the historical and the current cost of capital?
Stanley Nabi

Peter Smith

The interest cost, yes. But what about the principal? Suppose you issued a 4 percent bond five
years ago, and it has fifteen more years to maturity.
You're carrying it on your books at face value even
though its market value may only be 60.
So you could repurchase it at 60, rolling it over
into new debt carried at face value, an you'd
realize a gain. At the same time, though, you'd
probably increase your interest cost from 4 to 10
percent.

Michael Sherman

What if the debt is coming up for retirement soon?
The way we've been accounting for profits doesn't
take known future events into account.

Alan Schwartz

Right, just as the analogy to plant would suggest.
Under historical-cost accounting, a company with
a seventeen-year-old plant shows better earnings
than a company with a five-year-old plant because
the depreciation expense on the seventeen-yearold plant is lower. But that plant may have to be
replaced in three years, and then the company's
earnings will change dramatically. Its profits might
look better now, but its prospects aren't as bright.
Debt works the same way A company that issued
4 percent debt fifteen years ago, with five more
years to maturity, will show higher earnings from
operations than a company that issued 9 percent
debt five years ago, with fifteen more years to maturity. But when the 4 percent debt is retired, that
company's interest costs might rise above its com-
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petitor's. So it seems to me that if we're going to
match the current cost of using the plant and
equipment with current revenue, we ought to do
the same with the cost of using capital.
Ray Perry

Alan Schwartz

Are you saying, then, that to account realistically
for the effect of inflation on monetary items, we
need to consider more than just the purchasingpower factor? O r are you saying that the
purchasing-power factor itself can be misleading?
Certainly the purchasing-power factor is the most
difficult part of Statement No. 33 for me to understand. And as Mike pointed out, adding a
puchasing-power gain to earnings from operations
might only compound the distortion caused by the
underaccrual of interest expense under historicalcost accounting. O r to put it another way the
purchasing-power gain might already be reflected,
to some extent, by the underaccrual of interest expense.

POSSIBLE NEXT STEPS IN INFLATION ACCOUNTING
Bob Kay

Gentlemen, Statement No. 33 hasn't exactly received your unqualified praise, but a few minutes
ago Alan said that current-cost accounting, at
least, is a step forward. Now we'd like to ask what
you think the next steps should be.

Johann Gouws

We'll be taking quite a few more steps over the
next several years, I suspect, before we're finally
accounting for inflation in a satisfactory way.

Alan Schwartz

The first step is easy, though. Eliminate the
constant-dollar data.

All
Johann Gouws

Hooray!
And the next step should be to start narrowing the
alternatives that Statement No. 33 allows for calculating the current-cost data. With so many different methods allowed, management is inevitably
tempted to tilt the numbers in such a way that
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quarterly performance looks good, even though
the long-term interests of the corporation and investors may not be served.
Peter Smith

In some of the current-cost financial statements
you can't even tell what method was used. Some,
for example, show how their net assets figure is
derived from the change in their asset accounts,
and others don't.

Bob Kay

I'm sure most accountants hope that one of the
products of this experimental period in inflation
accounting will be some decisions on how to account for like items in like ways.

Johann Gouws

So do we. And after that, we'd be in analytical
heaven if we could get the following information:
unit sales trends by product line, the half-dozen
major cost items for that particular company at
particular times, and a breakdown of assets by
category and age.

Peter Smith
Stanley Nabi
Peter Smith
Stanley Nabi

Alan Schwartz
All
Ray Perry

Yes, but management won't be willing to bare
their souls just to protect equity investors.
As usual, they'll say they can't disclose the information because their competition could use it.
When a manager tells me that I go right to his
competitor and get all the information I want.
But you're right, Johann. We want more precise information. We're not asking for a lot of information, but we want pertinent information and we
want unified information.
In other words, the focus of current-cost results
should be the data, not the earnings per share.
Yes.
Well, thank you, gentlemen, for focusing with us
today on inflation accounting and Statement No.
33.
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